IN THE
SUPREME COURT OF MISSOURI

No. 83888

MEDICINE SHOPPE INTERNATIONAL, INC,,
Appdlant,

V.

DIRECTOR OF REVENUE,
Respondent.

On Petition for Review from the
Missouri Adminigrative Hearing Commission
Honorable Willard C. Reine, Commissioner

BRIEF OF APPELLANT

SHUGHART THOMSON & KILROY, P.C.

William Prugh#21205
Richard Lenza #38527
Tweve Wyandotte Plaza

120 W. 12" Street

Kansas City, MO 64105
(816) 421-3355

(816) 374-0509 (Fax)

Attorneysfor Appdlant

1129767v2



TABLE OF CONTENTS

TABLE OF AUTHORITIES . ...ttt ee et eeeaeee e e aeeeeeeeeeaaseesaeneesaeneesasneesaeessaneesens 3
IVHISSOUN CaBES ...ttt e e e e et e e e e e e e eteesaeeeesaeeaeaneeeeaneeeaannesaaneeseaneasaaneesanneesanneesanneesanneesannnenns 3
IVIISSOUIT SEBEULES ...ttt e et e et e e et ee e et e e eeeeeaneeeeaneeeaaseeeaaneesaaseasaaseesanseesansnesanseesanneesanenssns 4

JURISDICTIONAL ST AT EMENT .ottt et ee e e ee e e e e et e st e e et e eeeeeseesesesseesanesenesaneens 5

ST AT EMENT OF FACT S ..ottt e e e e e et e e e aeaeeeeeeeeeeeesaaeeesaeeeeseaeeesaneesaeeesaneeseanes 6

POINT RELIED ON ...ttt et e e e ete e e eeeeeeeaaeesanesaseasaseeaeeesasesaneesasesaneesasesaseesnneeanes 7

AARGUM ENT ...ttt e e e e e e e e e e eeeeeaeeeeeaneesaaeeesaaseesaaneesaaneesaneeesnneeesnneeesaneessanenns 8

CONGCLUSION .ottt et e e et e e e seeeeeeesasesaaeesasesaseesasesaseesasesaseesasesaseesasesaneesanesaneesaseens 17

CERTIFICATE OF SERVICE. ... oot eee e e eee e eeeeeeeeeeeeseeeeasaeeesaneessaneeesaeeeens 19

CERTIFICATE REQUIRED BY SPECIAL RULE L(C) ...oovoveerereeisieeese s 19

1129767v2 1



1129767v2



TABLE OF AUTHORITIES

Missouri Cases

A.P. Green Fire Brick Company v. Sate Tax Commission

277SW.2d544 (M0.1955) . . ..o 15,18
Brown Group, Inc. v. Administrative Hearing Commission

649SW.2d874(M0.1983) . .. ..o 12,15
Dow Chemical Company v. Director of Revenue,

787SW.2d276 Mobanc1990) .........coviiiiii i 910,11
Goldberg v. State Tax Commission,

639SW.2d. 796 (M0.1982) ... ... 7,9, 10, 13
J.C. Nichols Company v. Director of Revenue,

796 SW.2d16 (Mo.banc1990) . ...t 16
In Re Kansas City Star Company,

142 SW.2d 1029 (Mo.enbanc1940) . .. ... oo 11,14
L & REgg Co. v. Director of Revenue,

796 SW.2d624 (M0o. banc1990) . ... 8
Luhr Bros., Inc. v. Director of Revenue,

780 SW.2d 55 (M0.banC1989) . . ..ot 10
Maxland Development Cor poration v. Director of Revenue,

960 SW.2d503 (M0.banc1998) ... ... 11

1129767v2 3



Petition of Union Electric Company of Missouri,

161SW.2d968 (M0.1942) . ............... 9,10, 11, 12,13, 14, 15, 16, 17,18
Philip Morris, Inc. v. Director of Revenue,

760SW.2d 888,889 (M0.banc1988) . ... 10
Union Electric Company v. Coale,

146 SW.2d631L (M0.1940) .. ... 7,11, 12, 14, 15, 18
Zip Mail Services, Inc. v. Director of Revenue

16 SW.3d 588,590 (M0. banC 2000) . . . . . oo e 8

Missouri Congtitution

ArticleV, SaCtiON 3. . . o 5

Missouri Statutes

SECION 32200 . .o e e e e e 9
SEHONL36.300. .+« e et e e e e e e 10
SECtiON 143451 . ..o 5,6,7,9,10, 11, 13, 14, 15, 17, 18
SECtION 1434511 . ..o et 12,13, 16, 18, 19, 21
SECION 1434512 . . . oo e e e 16, 17
SECtiON 143451.2(2)(D) -+« e v e e 17,18
SEHON G218, . . ..ot e e et e e 7.8
SEHON B2L193. . . e et e e et e e e 7.8

1129767v2 4



JURISDICTIONAL STATEMENT

This apped involves the construction of Section 143451 of the Revised Statutes of Missouri,*
which isarevenuelaw of the State of Missouri. This Court has jurisdiction under Artide V, Section 3 of

the Missouri Condtitution.

! All statutory ditations are to the Revised Statutes of Missouri of 2000.
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STATEMENT OF FACTS

During the periods & issue, Mediane Shoppes primary busnesswas franchisng retal pharmedies
located throughout the United Sates. Itsincome was primarily from (1) originetion fees paid by franchisses
(a0 identified as Alicensees)) when the franchises were arted; AHC Tr. 10 (2) fees from franchisees
based on a percentage of the franchisees sdes, AHC Tr. 10 and (3) recaipts from the sdle of tangible
property (pharmaceutica supplies) to the franchisees. In addition, during the periods & issue, Medicine
Shoppe d o recaived income from the fallowing: loan originetion fees and interest on loansto franchisees
to finance opening codts, equipment purchases and service charges (interest) on accounts recaivable (from
the sdle of pharmaceutica supplies) nat paid within the prescribed time period; service charges (interest)
on the late payment of license fees, and income from date and loca government obligations AHC Tr. 20.

However, Medicine Shoppes finandng is not mandatory and is purdy voluntary on the part of the
franchisse. AHC Tr. 13.

Medidne Shoppe onits returns and/or amended returns cdculated its taxable income by using the
snglefactor goportionment method of Section 143451, R.SMo. Medicine Shoppe dassified and reported
its loan origination fees and interest income, sarvice charges on accounts recavable and interest income
from sarvice charges on the late payment of license fees as non-Mlissouri source income: AHC Joint Exhibit

A through W.
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POINT RELIED ON

The adminigrative hearing commisson erred in denying appdlant=s daims for refund
because based on Sections 621.189 and 621.193 that decison is not authorized by law or
supported by competent and subgtantial evidencein that appdlant’sincome derived from loans
to non-Missouri franchiseeswho used theloan funds entirdy outsde the State of Missouri and
thereforeisnot Missouri sourceincome under Section 143.457 R.SMo.

§143.451
Petition of Union Electric Company of Missouri, 161 SW.2d 968 (Mo. 1942)
Union Electric Company v. Coale, 146 SW.2d 631 (M o. 1940)

Goldberg v. State Tax Commission, 639 SW.2d 796
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ARGUMENT

l. The Adminigrative Hearing Commisson Erred In Denying Medicine Shoppe s Claims
For Refund Because Based On Sections 621.189 and 621.193 That Decison Is Not
Authorized By Law Or Supported By Competent And Subgantial Evidence In That
Medicine Shopp€e' s Income Derived From Loans To Non-Missouri Franchisees Who
Used The Loan Funds Entirdy Outgde The State Of Missouri And Therefore Is Not

Missouri Sour ce lncome Under Section 143.457.

Standard Of Review

FHnd dedsons of the adminidraive hearing commisson are subject to review by this Court
pursuant to Section 621.189.

The gandard of review st forth in Section 621.189 dates that a decison of the Adminidrative
Hearing Commisson shdl be uphdd only if (1) authorized by law; (2) supported by competent and
subgtantia evidence upon the whale record; (3) if amandatory procedurd safeguard has not been vidlated;
and (4) the exerase of authority, by the Adminidrative Hearing Commisson, does not creste aresult or
resuits dearly contrary to the reasonable expedtations of the generd assambly a the time such authority was
Oelegated to the agency. Standards 1 and 2 above arethe only dandards @ issueinthiscase

In addition, this Court reviews the Adminidrative Hearing Commissors interpretation of revenue
lavsde novo. L & R Egg Co. v. Director of Revenue, 796 SW. 2d 624, 625 (Mo. banc 1990),
Zip Mail Services, Inc. v. Director of Revenue, 16 SW.3d 588, 590 (Mo. banc 2000).

Fndly, thetaxing Satutes are to be srictly condtrued againgt the Director in favor of the taxpayer.

Petition of Union Electric Company of Missouri, 161 SW.2d 968 (Mo. 1942).
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A. Missouri Providesfor Two Methods of Apportionment

Missouri provides two dternative methods for gpportionment of Missouri taxable income, the
datutory sSngle factor gpportionment method of Section 143451, RSMo., and the three factor
gpportionment method prescribed under the Multistate Tax Compact (MTC) as st out in Section 32.200,
R.SMo.

Itiswdl esablished thet the Sngle factor gpportionment method is to be gpplied only to income
derived from sources within the State of Missouri. Medicine Shoppesinterest and origingtion fees are from
cgpitd used outsde the sate of Missouri and therefore are non-Missouri source income. This source of
income test has been continuely affirmed by this Court, Goldberg v. State Tax Commission, 639 SW.
2d. 796 (Mo. 1982), Dow Chemical Company v. Director of Revenue, 787 SW. 2d 276 (Mo.
banc 1990).

The taxpayer can dect to gpportion income derived from the transactions upon the Asource of
inoome( method gated in Section 143.451, R.SMo. or under the guiddines of the Multigtate Tax Compact
(AMTCH). The adoption of the Compact was not intended to foreclose the "source of income' test for
Oetermining whether ataxpayer is entitled to goportion itsincome, Goldberg v. State Tax Commission,
639 SW2d 796 (Mo. 1982). In Dow Chemical Company v. Director of Revenue, 787 SW.2d
276, 284 (Mo. banc 1990), this Court discussed the differences between the two gpportionment methods.
There, this Court conduded thet the source of income test and its Single factor method of gpportionment
were a complete and integrated system of gpportionment, separate and goart from the Multistate Tax
Compect (ACompact(l) designetion of business and nonbusiness income and its three-factor gpportionment
formula 1d.; see also Goldberg v. Sate Tax Commission, 639 SW.2d 796 (Mo. banc 1982).

B. Unitary Business Principles Are Not Applicableto Sngle Factor Apportionment
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A crudd didinction between the two dternative methods exists due to the gpplication of unitary
concepts of taxation under the three factor MTC formula averaging property, payrall and sdesrdiosto
daiveits Misouri taxadleincome See Philip Morris, Inc. v. Director of Revenue, 760 SW.2d 888,
889 (Mo. banc 1988); Luhr Bros., Inc. v. Director of Revenue, 780 SW.2d 55, 57 (Mo. banc
1989). The MTC three factor formula gpportions income on the premise that a multistate corporation
operdtes as a unitary busness. Under the single factor gpportionment method, unitary concepts are
irdevant, and the focusis upon what Missouri has characterized as Asource of income() texation. Dow
Chemical Company, Inc. v. Director of Revenue, 834 SW. 2d 742 (en banc, 1992). Medicine
Shoppes goped primanily involves the condruction of Section 143451, Section 143451 is ataxing
datute. Therefore, Section 136.300 mandates that Awith respect to any issue rdevant to asoartaining the
tax lighility of ataxpayer dl laws of the Sate imposing atax shdl be grictly congtrued againg the taxing
authority in favor of the taxpayer. Petition of Union Electric Company of Missouri, 161 SW.2d
968 (Mo. 1942).

The Compeact:s gpportionment of income s predicated on the income of the unitary busnessand
therefore gopartionsincome from dl sources Dow Chemical, 787 SW.2d a 284. Asdated dbovethe
source of income formula taxes income thet is only from transactions whally or in part in Missouri.
Maxland Devel opment Corporation v. Director of Revenue, 960 SW.2d 503 (Mo. banc 1998).
The Source of Income has been defined as the place where theincome was produced | n Re Kansas City
Sar Company, 142 SW. 2d 1029 (en banc 1940). Under the source of income concept, it is well
established that income sourced outsde Missouri is exdudable from income subject to Missouri taxation.

Dow Chemical Company, Inc. v. Director of Revenue, 1989 WL 103255 (En Banc 1989).
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In Petition of Union Electric Company of Missouri, 161 SW.2d 968 (Mo. 1942) and
Union Electric Company v. Coale, 146 SW.2d 631 (Mo. 1940), this Court concluded thet income
derived from aloan of money usad by a non-Missouri entity wholly outsde of Missouri is not Missouri
source income under Section 143.451. This Court conduded thet dividend income from shares of stock
in corporations operaing whally outsde of Missouri and interest income from a bond of a corporation
operating entirdly outsde of Missouri did not condtitute Missouri sourceincome. This Court determined
thet there are three sources from which income can derive: labor; capitd; and profits derived from the sde
or exchange of cgpitd assats. 1d. a 970. The court dated that the locus of the source of income is
determined as follows  In the case of income derived from labor, it is the place where the labor is
performed; in the case of income derived from use of cgpitd; it is the place where the capital is
employed; and in the case of profits from the sdle or exchange of capitd assets it isthe place wherethe
sdeoccurs? 1d., citing In re Kansas City Star Company, 142 S\W.2d 1029 (Mo. 1939).

With respect to the dividend income, this Court noted thet the actud use of the cgpitdl that gaverise
to the income represented by these dividends took place outside Missouri

In Union Electric this court conduded that "[the source of income is the place where it was
produced[.]" Id. a 635. In Petition of Union Elec. Co. of Missouri, 161 SW.2d 968, 970 (Mo.
banc 1942), the court reexamined the facts presented in the previous Union Electric case (Union Electric
Co. v. Coale, 146 SW.2d 631 (Mo. 1940)) and reached the same condusion, gating thet the locus of
the source of income is determined as fallows  In the case of income derived from labor, it is the place
where the labor is parformed; in the case of income derived from use of cgpitd, it isthe placewhere  the

cgpitd is employed; and in the case of profits from the sale or exchange of capitd asts it isthe place

2 Emphasis added here and throughout, unless otherwise noted.
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wherethe sde occurs. The court further gated thet: "the mere point where payment reaches the hands of
the taxpayer is not determinative of the source of theincome. . . the source of the income is the person
paying theinterest and nat the mere bond itsdf, which isonly an evidence of theindebtedness” Id. at 972.
Therefore, the court conduded thet the interest payments were not from aMissouri source. 1d. We agree
thet the gpplication of the source of income test leeds to the condusion that theincomein question isfrom
sources outside Missouri under section 143451.1. 1d. Therefore, Petitioners may dlocate thisincome as
non-Missouri sourceincomethat is nat subject to gpportionment. Brown Group, Inc. v. Administrative

Hearing Commission, 649 SW.2d a 880 (Mo. 1983).

C. L oan Origination Feesand Interest Income of M edicine ShoppelsNot Missouri
Source lncome

In Goldberg v. Sate Tax Commission, 639 SW.2d 796 (Mo. 1982), this Court affirmed the
source of incometes. Clearly the legidature and the Court has recognized that Missouri heedquartered
companies can and do have non- Missouri source income. The company in Goldberg was a Missouri
corporate manufacturer, located in Missouri, not domedticated in any other Sate, it neither owned property
not maintained branch offices outside Missouri, eected the single factor method and it paid no income tax
to any date other than Missouri. Theissue in Gol dber g was whether the company, for purposes of
determining its Missouri income tax lihility, goportion theincome it derived from the sdle of goodsto out-
of-gate cutomeas  The Missouri legidature has never repedled the source of income test in Section

143451.1. Thelegidaure has had many opportunities to amend theincome tax datutes. The legidature
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could have eesly have amended the Satutory language to diminate the source of income test when it
enacted the Missouri Multi State Tax Compect. This Court in Gol dber g dated thet a the time Missouri
adopted the Compect in 1967 the Asource of income(l test embodied in present * 143.451 was effective
and therefore was recognized as contralling under Artidelll, * 1 of the Compecti and the legidaure could
have provided in adopting the Compect to diminate the source of income tes. However, the Goldberg
Court stated thet Alt is deer, therefore, thet the legidature did not intend by the adoption of the Compeact
to vitiate the Asource of incomef test of *143.451."

In this matter the Medidne Shoppe derived loan arigination income and interest income by
providing its capitd to its out-of-gate franchisees for use whally outsde Missouri. Medicine Shoppe
eected to use the single factor method of gpportionment under Section 143.451. Therefore, Medicine
Shoppes|oan originaion income and interest income should not be trested as Missouri source income.

ThisCourtin Petition of Union Electric Co. of Missouri, 161 SW.2d 968 (en banc 1942)
dedt with the issue of bondsissued by the Union Electric Company of Illinois but held by the taxpayer in
Misouri.  The taxpayer exduded these items from taxable income. The payors of the interest and
dividendswerelocated in Illinais, the obligation was nat secured by any liens on Missouri property and the
cgpitd was utilized in lllinais. This Court held thet the entire amount of interest income was non-Missouri
source income properly exduded by taxpayer from its Missouri income subject to gpportionment. In
addition the Court found that the actud expenditure of labor and the use of capitd which gaveriseto the
incometook place outdde the Sate of Missouri. Theissue presented was whether or not the dividends and
interest payments are income recaived by the taxpayer from sourceswithinthissale As saed previoudy,
this Court hed that the locus of the source of income is determined as follows: In this case of income

derived from labar, it isthe place where the labor is performed; in the case of income derived from use of
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cgoitd, it isthe place where the capitd isemployed; and in the case of prafits from the sde or exchange of
capitd asxs it isthe place where the sde occurs

ThisCourt hes conggtently fallowed itshalding in Petition of Union Electric thet income earned
from the use of cgpitd outsde of Missouri is not Missouri source income, and therefore not subject to
gpportionment under the sngle factor method of Section 143451, See, e.g., Union Electric Company
v. Coale, 146 SW.2d 631 (Mo. 1940) (dividend income received from companies operding exdusivey
outside Missouri was hot Missouri sourceincome); A.P. Green Fire Brick Company v. Sate Tax
Commission, 277 SW.2d 544 (Mo. 1955) (roydty income pad by foreign corporation for use of
Missouri corporatiorrs trademarks, trade names and manufacturing processes is not Missouri source
income and not subject to Sngle factor gpportionment because income was derived from activities outsde
Missouri); Brown Group, Inc. v. Administrative Hearing Commission, 649 SW.2d 874 (Mo.
banc 1983) (roydty income earned by Missouri corporation for use of Missouri corporaiones trade names,
shoe designs and shoe petternsis not Missouri source income and not subject to Single factar gpportionment
because income was derived from attivities outside Missouri).

In this case, Medicine Shoppe loaned money to its out-of-Sate franchisees for use exdusivdy
outsde of Missouri. The out-of-gate franchisees used Medicine Shoppess capitd exdusvely outside of
Missouri. Medicine Shoppes loan arigination income and interest income was derived soldy through the
use of this cgpitd outsde of Missouri. Therefore, under this Courts long-danding interpretations of the
source of income rules, Medicine Shoppess loan originaion and interet income is not Missouri source
income subject to tax under Section 143.451.

TheDirector cited severd of this Court-s decisonsin an atempt to disinguish Medicine Shoppe's

income from the rules st forth by this Court in Petition of Union Electric Company, Union Electric
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Company v. Coale and A.P. Green. However, because none of these cases contradict this Court=s
haldingsin those cases, the Director=s attempts to use these cases to depart from this Court:slong-danding
interpretation of the source of income rules should be rejected.

D. TheCommisson’s Treatment of the L oan Origination Incomeand Interes Income

as Missouri Source Income Is Inconggent With the Case Law and Section
143451

The Adminigrative Hearing Commisson (Commission) and the Director rdlied on J.C. Nichols
Company v. Director of Revenue, 796 SW.2d 16 (Mo. banc 1990). In the Nichols case the
taxpayer deve oped, managed and sold red edate in Kansasand Missouri. The drcumdancesin Nichols
weredearly diginguishedle from the presant casesin that theincome was derived through the use of 1abor
(i.e., the adtive management and decison-making surrounding thered etate). The Nichol's case did not
in any way changethis court’ sdecison in Petition of Union Electric Co. of Missouri, 161 SW.2d
968 (en banc 1942) which dated that the locus of the source of incomeis determined asfollows: Inthe
cae of income derived from labor, it is the place where the labor is parformed; in the case of income
derived from use of cgaitd, it isthe place where the capitd isemployed; and in the case of profits from the
sdeor exchange of capitd ass it isthe place where the sle occurs

Contrary to the Director=s opinion the Medicine Shoppess padtion isin fact conggtent with Nichals
Theloen origingion income and interest income was derived through the use of Medicine Shoppess capita
by out-of-gate franchisees.

Basad on Petition of Union Electric Company of Missouri, 161 SW.2d 968 (Mo. 1942),
the interest income is not derived from sources within Missouri and therefore we never reech the

gpportionment formulastated in Section 143.451.2. Therefore, Petitioner correctly exduded from income,
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as non-Missouri source income, loan origination feesand interest income from non-Missouri franchisees
pursuant to Section 143.451.1 R.SMo

Neither the Director nor the Commisson explained how any of these facts digtinguished Mediane
Shoppess dtuaion from the Abedc facts) st forth in Petition of Union Electric Company of
Missouri, 161 SW.2d a 971 (Mo. 1942).

E. The Commisson Erred in Induding the Origination Incomeand I nterest Income Sincethe

Funds Werean Invesment and Reinvestment of Medicine Shoppe s Own Funds

The Commission do erred in induding the loan origination fees and interest recaived on loansto
out-of -state franchisees as dassified as partly within and partly without Missouri under section 143.451.

The formula under Section 143451.2 indudes three factors, (1) transactions whally in this Sate (2)
transactions partly within this state and partly without this sate; and (3) transactionswhally inthis Sate o
not partly within this sate and partly without this date. However, Section 143.451.2(2)(b) Satesthat “The
invesment or reinvestment of its own funds, or sde of any such investment or reinvestment, shdl not be
congdered as sdes or other business transacted for the determination of said fraction.

The funds Medicine Shoppe usad for the loansto out of date franchiseesis areinvestment of its
own funds Donald Schrieber, Vice Presdent of Finance, Chief Financid Officer of Medicine Shoppe
tedtified, in regard to a question involving the purpose of the finendng:

It is an accommodetion to some degree of helping the franchisee get opened sooner, but

frankly we have excess funds, and we lend this out or we invest it in municipal bonds or

other securities, but this was just another source of the excess funds thet we recaive from

franchisefees. AHC Tr. 20.

1129767v2 16



Therefore, the Origination Fees and Interest Income should dso be exduded under Section
143.451.2(2)(b).

Based on Petition of Union Electric Company of Missouri, 161 SW.2d 968 (en banc),
Union Electric case and other cases dited the interest income is not derived from sourceswithin Missouri
and therefore we never reech the gpportionment formulagtated in Section 143451 Therefore, Petitioner
correctly exduded from income, as non-Missouri source income, loan ariginetion fees and interest income
from non-Missouri franchisees pursuant to Section 143451.1. Respondent=s disdlowance of loan
origingtion fess and interest income, from non-Missouri franchisees, as non-Missouri source income is
contrary to Section 143.451.1 and is contrary to this Court=sdedgonin Petition of Union Electric Co.
of Missouri, 161 SW. 2d 968 (en banc 1942), A.P. Green Fire & Brick Company v. Missouri
State Tax Commission, 277 SW. 2d 544 (en banc 1955); Union Electric v. Coale 146 SW. 2d
631 (en banc 1940).

CONCLUSON

This Court should reverse the decison of the Commission and determine that Medicine Shoppe's
loen origination income and interest income does not congtitute Missouri Source income under the Sngle

factor method of gpportionment.

Respectfully submitted,
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